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This paper empirically tests the relationship between credit ratings and firm’s 
financing decision using data available in Compustat from 1987 to 2013. The result of 
this paper approves the findings of previous empirical studies on the subject. Firms 
which are near a rating downgrade issue 0.25% less net debt relative to equity as percent 
of total asset (NetDis) than firms which are not near a rating change. The effect is more 
pronounced for firms accompanying a negative rating sign. Firms at the boundary of an 
investment grade and speculative grade rating issues 0.36% less net debt relative to 
equity as a percentage of total assets. On average, firms with speculative grade rating 
issue 1.5% less NetDis than those which are not. The leverage has an inverse 
relationship with credit rating. On average, one rating upgrade reduces the leverage by 
1.44% and vice versa. The impact of credit ratings on capital structure drastically 
augmented after the 2008 financial crisis. The study supports Credit Rating-Capital 
Structure hypothesis of Kisgen (2006) that firms are concerned about the discrete cost 
(benefits) attached with different ratings level and they react to these changes by 
adjusting their capital structure.  
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Capital structure decisions are considered to be one of the most important decisions for 
any organization. Broadly, it includes determining the level of equity and debt in 
financing the company’s asset. The underlying importance of capital structure has 
generated substantial debate about its determinants. A number of research works has 
been conducted to find out what are the most important determinants of capital structure. 
Modigliani and Miller (1958) introduced the basis for modern thinking on capital 
structure and later during 1980s, two of the most famous theories regarding the optimal 
capital structure emerged famously known as “trade-off theory” and the “pecking order” 
theory. These were revolutionary theories in the literature of capital structure.  
Researchers kept their quest to explore this strategic area and later came up with 
several other factors that have impact on the financing decision of a firm. Jensen and 
Meckling (1976) came up with the agency conflict theories between the debt holders 
and the shareholders; Hirshleifer and Thakor (1989) found that size have high impact 
on capital structure; and managerial reputation can influence financing decision; Harris 
and Raviv (1990) established that probability of default of a firm has positive 
relationship with the leverage; Stulz (1990) found a positive relationship of leverage 
with cash flow;  Harris and Raviv (1990) figured out that interest coverage and 
probability of reorganization have a negative relationship with the leverage. These are 
just few examples. The literature on the determinants of capital structure is enormously 
large. 
The researchers are still constantly trying to find out other determinants of 
capital structure since deciding a balance between equity and liabilities has crucial 
















breakthrough survey found that credit rating is the second most important factor for the 
managers when they decide about financing policies of their firm, second only to the 
financial flexibility. The survey was conducted on 392 CFOs in the United States in 
which they focused on asking question related to financing decisions of the firm. Kisgen 
took this survey as a motivation and started to empirically test the relationship of credit 
ratings and capital structure. He published a paper in Journal of Finance in 2006 with 
the title “Credit Rating and Capital Structure” finding that managers really do consider 
credit rating when deciding about the balance of debt and equity in their firms. He found 
that firms which are near a credit rating change issue less debt relative to equity as 
compared to those which are not near a credit rating change, ending up developing his 
own unique hypothesis, called Credit Rating-Capital Structure hypothesis (also known 
as CR-CS hypothesis). He states that different ratings levels have different discrete 
costs (benefits). Firms are more likely to decrease their leverage level in the event of a 
credit rating downgrade and vice versa. He also found that firms which are on the 
boundary of a broad rating change have more discrete cost so they are even less likely 
to issue debt or more likely to increase equity. 
There are several benefits attached with maintaining a desirable credit rating 
level which includes better ability of issuing commercial paper and commercial bonds 
at lower rates; lower disclosure requirements; reduced capital reserve requirement and 
better long-term relationship with the third parties, to mention just few (Kisgen, 2006). 
Because of the benefits and costs attached to different credit rating levels, firms need 
to decide upon an optimal credit rating by choosing a suitable leverage level. Bhenot 
and Mello (2006) found that a rating trigger clause in corporate bond requires firms to 
pay a higher coupon rate. Regulatory authorities prepare their guidelines and often use 
















the cost of debt for the borrowing institutions. Third parties look at these ratings to 
gauge the financial soundness of the institutions they are related with. The Economist 
states that rating agencies “are among the most powerful voices in today’s capital 
markets” (Economist, 2005). Gonzales et al (2004) states that due to the integral 
importance of credit ratings, companies now make credit rating goals in their capital 
structure policy.   
In this research, efforts have been made to reconfirm the results of Kisgen (2006) 
and Kisgen (2008) using a broader and fresh data and implementing additional 
econometric approach to measure the phenomenon. The paper also focuses on the 
influence of financial crisis on the CR-CS hypothesis.  
This paper finds that credit rating does have an impact on the capital structure. 
Discrete cost (benefits) are attached with each rating level that influences the firms to 
change their capital structure in case of a credit rating change. To check this, the paper 
mainly adopted the methodology of Kisgen (2006) and Kisgen (2008). The paper finds 
that firms accompanies by a “+” or “-“ herein referred as Plus or Minus (POM) issue 
less Net Debt relative to Net Equity as percent of Total Asset (NetDis) than those which 
does not have any accompanying sign. Firms accompanied by “+” signs does not show 
statistically significant result. The result is mainly driven by firms with “-“ sign.. On 
average, a firm with a minus sign reduces its NetDis by 0.28% of Total Asset. If exclude 
the control variable, the value increases to 0.34%. Firms at the cusp of  Investment 
Grade and Speculative Grade i.e. firms with BBB-  and BB+ ratings issue on average 
0.36% less NetDis as percent of total asset (-0.42% without controls). Because turning 
in to Speculative Grade rating has more discrete cost, in shape of financial penalty and 
higher riskiness, firms at the boundary of Investment grade try to minimize their 
















as firms at the cusp of being converted in to Investment Grade will do the same to get 
in to the Investment Grade. On average, firms with speculative grade rating issue 1.5% 
less NetDis as percent of total asset. Higher rated firms issue more NetDis as compared 
to lower rated firms. Firms in investment grade tend to issue more debt and reduce their 
equity where as firms in speculative grade reduces their debt as well as net equity. The 
issuance of debt is lowest among the firms rated BBB, BBB-, BB+ and BB. These are 
the firms which are in the cusp of investment grade and speculative grade. 
In my own unique test, I found that rating scale of the firms have strong relationship 
with the leverage of the firm. The result showed a strong negative co-relationship with 
rating scales where a decrease in one micro rating increases the leverage by around 
1.44% and vice versa. This finding gives a new way of supporting the CR-CS 
hypothesis in a simpler way. Since the numbers of year observation are much higher in 
this regression, the result might be considered more robust. In another test where the 
same regression is applied year-wise, the result shows that the coefficient of rating scale 
increases after the financial crisis and then again relaxes after few years. The co-
efficient drastically increased from -0.019 in 2007 to 2008 to -0.024 in 2008 and 
continued almost the same level till 2013. An interesting phenomenon is detected in 
tangibility. Before the crisis, tangibility was showing statistical significance and higher 
co-efficient but starting from 2008, it becomes statistically insignificant and even 
reverses its coefficient from positive to negative. Firms with higher tangibility are 
preferred by the lenders because in case of non-payment, it is easy to repose off the 
tangible asset. However, the 2008 mortgage crisis changed this perception that 

















2. THEORETICAL FRAMEWORK 
This section will explain the most important concepts used in this study.  
2.1.  Credit Rating Agencies 
The history of credit rating agencies is almost a century ago. They analyze the firm’s 
ability to pay back their debtors and assign ratings to an issuer of debt and to debt 
instrument. There are three famous rating agencies in the world: The Standard & Poor’s 
(S&P), The Fitch and The Moody’s. Since there is no standard regulations on rating a 
firm, these companies use their individual criteria to rate entities. They usually work on 
detailed data which are provided by the companies to them that may not possibly be 
available to a common investor. They have rich expertise in the area of analyzing 
companies.   
Standard & Poor’s (S&P) distributes its rating into two broad categories i.e. 
investment grade and speculative grade. Investment grade rating ranges from AAA 
category to BBB- and indicates a relatively low risk of default. A rating below BBB- 
which includes all the ratings from BB+ to SD comes under speculative grade which 
indicates high riskiness. On the whole, the S&P distributes debt into 22 rating categories 
from AAA to SD. It mentions on its website that these ratings are "opinions about 
relative credit risk" and "not indications of the market liquidity of a debt security or its 
price in the secondary market". Table 1 summarizes the general opinion about different 

















Table 1   Definition of S&P's rating (S&P's website, 2015) 
The "investment grade" is now broadly used by the market participant as 
suitable for investment where as "non-investment-grade" or "speculative-grade" is used 
for the firms which face uncertainties in paying back the debt. S&P asses the 
creditworthiness of an issuer by focusing on characteristics which has influence over 
the issuer's ability and willingness to pay back its obligation in full and in accordance 
with the terms. These characteristics includes both qualitative and quantitative 
measures for example corporate governance attributes; economic, regulatory and 
geopolitical influences, gauge related to key performances, R&D projection, 
competition across industry, mixture of products and labor relations to name just few1. 





Extremely strong capacity to meet financial 
commitments. Highest rating 
‘AA’ Very strong capacity to meet financial commitments 
‘A’ 
Strong capacity to meet financial commitments, but 
somewhat susceptible to adverse economic conditions 
and changes in circumstances 
‘BBB“ 
Adequate capacity to meet financial commitments, but 
more subject to adverse economic conditions 
‘BBB-’ 





Considered highest speculative grade by market 
participants 
‘BB’ 
Less vulnerable in the near-term but faces major ongoing 
uncertainties to adverse business, financial and economic 
commitments 
‘B’ 
More vulnerable to adverse business, financial and 
economic condition but currently has the capacity to 
meet financial commitments 
‘CCC’ 
Currently vulnerable and dependent on favorable 
business, financial and economic conditions to meet 
financial commitments 
‘CC’ Currently highly vulnerable 
‘C’ 
A bankruptcy position has been filed or similar action 
taken, but payments of financial commitments are 
continued 
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